Applied Appraisal Techniques 1 – Lecturer: Eric Allen                                              February 2, 2006


The Investment Method of Valuation

This method is based on the principle that annual and capital values are related to each other. Thus, given the income a property produces, its capital value can be estimated. The method is widely used by valuers when properties, which produce an income flow, are sold to purchasers who are buying them for investment purposes.

Typically, this income is converted into annual values, though with the advent of computers and spreadsheet monthly and quarterly incomes have become more commonplace.  Annual values can be readily established from actual rental income or from a comparison of rents of similar properties. This requires an analysis of previous transactions placing the comparative method of valuation at the heart of this process. Once determined the only issue the valuer faces is determining the relationship of annual rental to capital value. 

Simply, this method of valuation involves estimating future income flows and converting this income flow to capital values. This is done using discounting techniques at an appropriate rate of interest. The method is thus concerned with three elements, namely;

· Rental Income

· Yield 

· Capital Value

Hence capital value (CV) = 
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Income


However as Yield is the inverse of “Years Purchase”, we have

Capital Value = Income x Years Purchase

Example

A net income of $200,000.00 per annum in perpetuity is secured on a property. The rate of return required is 8% p.a. Determine the capital value of the property.

If 

Capital Value 
= 
Income  x  Years Purchase

Then 

CV

 
= 
$200,000  x  YP in perpetuity @ 8%



CV


= 
$200,000  x  12.5






= 
$2,500,000

But how does one determine the rate of return required? In the example this was given as 8%.
The All-Risks Yield 

Many sales for freehold and leasehold interests for occupation show a relationship between capital value and rental value which can be analysed to determine the percentage return which can be applied to comparable interests. This percentage return is known as the all-risks yield.

	Rental Value
	=
	Percentage Return on Investment
	=
	All Risks Yield

	Capital Value
	
	
	
	


The all-risks yield is a market-derived unit of comparison, based on returns procured from fully let (rack rented)
 property. Whilst it is implicit of rental growth, it is not-as is often assumed-a rate of return. 

As a benchmark for investment decisions the all-risks yield differs from the initial yield, which is the immediate yield obtained by the investor on the purchase of his investment. Such an investment will not always be of a rack-rented property and in such cases will be referred to as reversionary. 

Many investors have traditionally been prepared to accept lower than average yields (initial) for the expectation of income growth later – to be achieved upon rent review. This serves to explain why many investors, will forsake more attractive returns on other forms of investments (notably gilts), for that of property.

The all-risks yield therefore reflects the attractiveness of the investment to the purchasers in the market place. Thus the associated risks determining the overall yield relate to:

· The rent review pattern, and the presence of break clauses;

· The security of capital invested in real terms

· The security of income in terms of rent obligations; "'often times; the degree of over-rent;

· The life and obsolescence of the property; 

· The type and location of the property, hence future rental growth expectations; 

· Ease of sale
· Management difficulties posed by rent collection, repairs etc; 

· The state of the economy and the general level of investment vis-à-vis demand/supply relationships; 

· The value of the investment-highly priced investments will have higher yields as few investors will be able or willing to risk large sums of monies in single investment. The illiquidity of property would also be a deterrent where small sums of money is to be realised by a quick sale and; 

· The return on other forms of investments in the over-all economy, particularly gilts (e.g. Treasury Bills). 

Herein lies the crux of the problem. It is as much a truism to say that no two properties are the same as it is to say that no one can predict with any absolute degree of accuracy future rental growth increases. Indeed that the capitalisation of reversionary income in perpetuity is fraught with inherent contradictions, as it assumes uninterrupted rental growth and takes no account of obsolescence. 

Thus one of the most justifiable criticisms pertain to the fact that is unable to reflect the multiplicity of variables that affect property as an investment.

Why then the continued use of the all-risks yield? 

One of the more obvious difficulties faced in the valuation of commercial investments is the problem of ascertaining the authenticity of market information. In an article by Rich
 the point is made that an insistence upon headline rents often leads to a much lower net effective rent due to the provision of incentives such as fitting out costs, reverse premiums and ["side letter"] deals. In shopping centres and shops in the commercial sector, complications are made even worse by turnover rents, capped service charges and rent abatements which are agreed until certain levels of trading are reached. 

The immediate problem therefore is how to assess the estimated rental value (ERV) and by implication the all-risks yields, necessary because the initial yield may only be reflective of headline rents rather than true rack rented returns. 

But if the problem with the all-risks yield is the procurement of reliable market data, then so the same must be true of any other method (including the equated yield techniques), since the basis of any valuation worth its mettle is comparable evidence. The debate must therefore centre around which model makes the best use of available evidence
. Prior to such a debate however, we must understand the working of the traditional model of valuation for investment purposes: The Term and Reversion.

The Term and Reversion 

It is often argued that this method does not employ a true all-risks yield because of the manipulation of the yields adopted for the term and reversionary aspects. Typically a higher yield may be adopted on the fixed term-representing the unfavourable aspects of inflation and lack of income growth, or conversely, a lower yield to reflect the security of income – whereas the all-risks yield is adopted for the reversionary aspect to reflect the prospects of rack rented returns. 

There are cases however where the yield adopted as the basis of the valuation will be "straddled" such that the differential on the term and reversionary aspects will be the same – this is known as an equivalent yield method.

The major criticism of this method of valuation is that it employs a growth implicit capitalisation on the income for the term, which is in fact fixed. The counter-balancing argument to this is that the all-risks yield represents the growth potential of the property as a whole rather than just the reversionary aspect. 

Yet the yield manipulations in the above method have no basis and are subjective rather than objective (Crosby 1991). In fact there is a disturbing variation in the values produced when the yield basis is changed; too much many think for this to be a justifiable basis for valuation. 

Other Considerations

Income

Rental income can be actual or notional. Actual rental income exists when the property is let on lease and the tenant pays a rent for use and occupation. Notional rental income occurs when the property is owner-occupied. The notional rent is the rental the owner would have paid to use and occupy a similar property. The value of the property to the owner as an occupier should also be at least as great as the market rental value; otherwise he would be better off leasing a property available in the market place. It should be noted that the more burdensome the lease, the lower will be the rent the tenant is prepared to pay i.e. the greater the tenant’s liability under the lease, the lower will be the rent he is prepared to pay and vice versa.

Many types of property are let on terms, which require the landlord to bear the cost of certain outgoings such as repairs and rates, etc. To arrive at the net income in such cases the outgoings must be deducted from the rent paid. Landlord outgoings (maintenance or service charges) are usually classified under the following headings:-

· Repair

· Insurance

· Management

· Rate and taxes.

If a separate service charge is levied, it is necessary to consider whether all or only part of these costs is recoverable and to estimate the landlord’s residual liability as a cost against rent. If the tenant undertakes to bear the cost of all outgoings whatsoever, with the exception of income tax, which is a charge on all incomes whatever their source; the rent is known as “net rent”. “Net rental value, current rental value and full rental value” is the rent that may be reasonably expected to be obtained in the open market therefore, the rent is always cited as net. A tenant on “full repairing and insuring lease (FRI)” bears the costs of all outgoings
, while a tenant on internal and repairing lease pays a gross rent i.e. a rent inclusive of landlord’s outgoings.

Measurement

Currently the RICS is reviewing its ‘Code of Measuring Practice’, which outlines how building areas should be calculated for the purposes of determining income. While for residential properties, the gross building area, no of bedrooms and bathrooms are primary considerations, for commercial office buildings, it is the net internal area that rent will be calculated upon. This area will typically exclude common areas share by other tenants such as the lobby area, staircases, lifts, bathroom and so on, though where a single tenant occupies an entire building some ‘shared’ areas may not be excluded.

For commercial retail premises requiring high visibility, that is to say a presence on busy main (high) streets other methods may determine how the rent should be calculated. One such method involves the concept of zoning.

Zoning

This method involves the comparison of units of various sizes and is applicable mainly to shop premises, as the frontage is usually more valuable than space at the rear of the shop.

Rents are zoned with the front zone having the highest value. Usually the zones are about 7 metres (20 feet) in depth. While this may appear as arbitrarily determined by the valuer, there is a scientific reason based on the science of ophthalmology. The values are usually determined using what is called the “half-back” principle.
	Zone C
	5 metres

	Zone B
	7 metres

	Zone A
	7 metres

	High Street

(Main Street)
	

	6 metres
	


Zone A = 6m x 7 m x Y$ P.S.M.

Zone B = 6m x 7 m x Y$ P.S.M./2

Zone C = 6m x 7 m x Y$ P.S.M./4

Example using Zoning

72 Main Street is a shop premises with 7m frontage and 18m depth. This property was recently let for $275,000 per annum. The rental value of 68 main street which has a frontage of 5.3m and a depth of 16m is required.

	Zone C
	4 metres
	
	

	
	
	Zone C
	2 metres

	Zone B
	7 metres
	Zone B
	7 metres

	Zone A
	7 metres
	Zone A
	7 metres

	72 Main Street
	
	68 Main Street
	

	7 metres
	
	6 metres
	


Analysis of 72 High Street

Zone A
= 

7m x 7m x Y$ P.S.M.
=
49m x Y$ .S.M.

Zone B
= 

7m x 7m x Y$ P.S.M./2
=
24.5m x Y$ P.S.M.

Zone C
= 

7m x 7m x Y$ P.S.M./4
=
7m x Y$ P.S.M.
Total

=






80.5m x Y$P.S.M.

Total

$275,000
=
80.5m x Y$P.S.M….cancelling and solving for Y

Y

=
$3416.15 P.S.M. in terms of Zone A rental

Value of Zone A =
$3,416.15

Value of Zone B =
$1,708.08

Value of Zone C =
$   854.04

Applying rental P.S.M. to 68 Main Street

Zone A
=
5.3m x 7m x $3,416.15 P.S.M.
=
$126,739.16

Zone B
=
5.3m x 7m x $1,708.08 P.S.M.
=
$  63,369.77

Zone C
=
5.3m x 7m x $   854.04 P.S.M.
=
$    9,052.82










$199,161.75

Rental for 68 High Street say $200,000.00

Example 1.

a)
Your client, A United States telecommunications giant wishes to purchase a retail outlet in a high profile location in New Kingston. Your agent E.V. Allen Realty has identified a property located at No. 15 Knutsford Boulevard. The property which is rectangular in shape has the following dimensions:


Shop Frontage:
7 Metres


Depth:


17 metres


Recently, No. 21 Knutsford Boulevard was sold with a sitting tenant for a sum of $50,000,000 with rent passing of $3,800,000. The premises has the following dimensions:


Shop Frontage:
5.6 metres


Depth:


15 metres

Determine the rental to be paid for No. 15 Knutsford Boulevard in respect of Zone A, and advise your American client how much they should pay for the building.

Example 2

Recent transactions along East Queen Street show that a shop premises at # 48 East Queen Street was recently sold for $10,500,000.  The shop has a frontage of 7 metres and a depth of 20 metres.  A shop at #72 East Queen Street has recently been let on FRI terms at a rental of $840,000 p.a.  This property is similar to #48 East Queen Street except that its depth is 22metres.  

Value a shop at #75 East Queen Street, which has a frontage of 7 metres and a depth of 23 metres.  This shop is let on a lease having a term of seven (7) years to expiration at a rental of $600,000 p.a. on FRI terms.

Practice Questions

 Question 1

Determine the value of all the interest in an office property let on FRI terms for fifteen (15) years.  Seven (7) years has already expired since the lease was negotiated at a rental of $475,000 p.a.  The lease is subject to a sublease, which expires in another three years.  The lease was negotiated on FRI terms as well at a rental of $595,000 p.a.  Current rental value for the property is $725,450 p.a.  Investigations indicate that a freehold rate of 8% would be applicable with sinking fund available at 5%.

Question 2

Using the Term and Reversion Method of Valuation, determine the value of the freehold interest in a property let on internal repairing terms for  a period of seven (7) years.  The rent paid under the lease is $365,000 p.a.  Outgoings of the property include: repair @ 15% of rent; management @ 7%; rates and taxes @ 1% and insurance @ 3%.  Current rental value for this type of property in the market place is $420,000 p.a.  An expected freehold rate of return of 8% is not unreasonable.

Comment on your results.

Question 3

An investor is interested in opening a clothes store in a high profile area along Constant Spring Road. As his advisor you have located shop premises with a frontage of eight metres and a depth of nineteen metres. Recently, a nearby shop rented to Lees Fifth Avenue and with a passing rent of $3,000,000.00 per annum (net of outgoings) was sold for a sum of $25,000,000.00. It has a frontage of 7.5 metres and a depth of 20.5 metres. 

a. Determine the rent that he should pay for Zone A space

b. The total rent that he should pay

c. The capital value of the property should he wish to purchase it.

Illustrate your answer with diagrammatic representation.
� Modern, well located property let to triple a (ideal) tenants.


� Rich (1992), ‘Over-rented property’, Estates Gazette, 31st October 1992, pp104-105.


� Crosby (1991) ‘Reversionary Freeholds: UK Market Valuation Practice’, RICS, London


� Millington A.F. An Introduction to Property Valuation 4th Edition, Estate Gazette Ltd.
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